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&
CANADIAN SPEAKER
Gail Lilley*
MR. WAGER: Silvy, yes, we are going to do this a little differently.
Rather than having Gail and I present for 30 minutes each, on the entity
choice issues, allocations, responsibilities and the prospectus on the
American-Canadian side, we thought it would be interesting and more
engaging if we presented on an interactive basis.
We also wanted to step back and talk about some of the underpinnings of
the policies and laws as they relate to entrepreneurship. I did not realize,
however, at the time we made that decision, that we would be following a
distinguished panel, and, in a sense, we would be trying to enhance on
observations of entrepreneurship after David Morgenthaler had made his
presentation, but we will do the best we can.
When talking about the context for creating entrepreneurship, we ask the
fundamental questions about what is, or who is, the entrepreneur, and what
are the political, economic, and social environments in which entrepreneurs
are grown.
Certainly, we embrace and celebrate the entrepreneur in American
popular culture. However, I think David Morgenthaler said that was not
always the case. I think he said early in his career that someone said that he
was an entrepreneur, perhaps, because he could not hold a job. Today that is
certainly not the case. From an academic perspective, and from the
perspective of those of us that practice in the field of corporate law and,
certainly, in the business world, entrepreneurs are, in fact, celebrated for not
only the product of their labors but the way they engage in the world.
They are, if you will, the Evangelistic indigenous growth in America, and
I expect the same in Canada. In historical and geopolitical laws, American
capitalism has already been the counterpoint to centralized economies, which
raises cross border questions of why entrepreneurs do not thrive in other
types of economies.
It is clearly accepted wisdom that entrepreneurial activity equates to
economic growth over the long-term. But it raises some chicken and egg
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questions, which hopefully our presentation will begin to answer, or at least
raise as an acute question. The first of those causality questions is: Does
capital and access to capital attract entrepreneurs, or do entrepreneurs attract
capital? And then another interesting question is: Does U.S. public policy
and law drive, or even support, entrepreneurship?
With regard to U.S. public policy and legislative initiatives, or in my own
view sometimes obstacles, we find that perhaps there is not a coherent
strategy, either at the federal or state levels. I have observed that from a
variety of different perspectives in my own career and experience.
Though, notwithstanding the fact I am a practicing lawyer, there was a
tour of duty in my life as an entrepreneur, albeit it was at a time when it was
not easy to be perceived as an entrepreneur. In the late 1990s, I was involved
in a technology company in Denver, Colorado. I was the only fellow, of 300
people, that showed up with a tie. I became known as the tie guy. At this
stage, I was not an entrepreneur, but I did observe that I was the oldest
employee of the company, which was not yet 50 years old.
Dialogue with company employees in Colorado was different than my
dialogue with people in Cleveland, and I think the reason for that was that the
view of what an entrepreneur was was really quite different. In Colorado,
companies talked to people in civic life or engaged in policy or politics.
If you asked some of the people in this region, or in mature rust belt
cities, what an entrepreneur was, sometimes you got a simple response: an
entrepreneur is an individual who is self-employed and wants to be his own
boss. If you went back and looked at definitions in state addresses or other
pronouncements by politicians, you got a list of definitions of an
entrepreneur, which I will read to you.
Entrepreneurs are people who have different capital needs.' Entrepreneurs
add value to the economy and generate a higher rate of return on public
* Michael Wager is a lawyer with Squire, Sanders & Dempsey. He shares his time
between the New York and Cleveland offices. He focuses his practice on representation of
private and publicly held companies in matters of securities regulation, corporate finance,
corporate governance, mergers and acquisitions, and strategic growth. Mr. Wager has served
as counsel and adviser to, and director of, several private and public companies. He is active in
several civic and philanthropic organizations and is currently vice chairman and chair elect of
the Board of Cleveland-Cuyahoga County Port Authority and a member of the Board of the
Northeast Ohio Development Fund LLC. He serves on and has served on many other past
boards and commissions and has served as the Chairman of a Cleveland-based private equity
firm.
* Gail Lilley has been a partner at Blake, Cassels, & Graydon since 1986. Her practice
involves a wide range of corporate commercial transactions with a principal focus on mergers
and acquisitions for both Canadian and multinational clients. Her particular expertise is in the
Canadian aspects of global business transactions, including the cross border structuring and
financing of those acquisitions. She also advises clients on corporate reorganization, private
financing, and equity issues and other more commercial relationships. Ms. Lilley is involved
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2investment. Entrepreneurial businesses expand rapidly, and entrepreneurs
are more dependent on constantly changing technologies. 3 Entrepreneurial
businesses have high growth potential.4
Also, taking a very local view, entrepreneurs are cash importers because
they sell products and services outside of the state.5 Entrepreneurial
companies are defined by revenue growth, and their resource needs differ
from small business in magnitude and kind.6 Finally, entrepreneurs need
greater access to research and development resources.7 These are all different
ways of looking at entrepreneurs.
From my own perspective, I think what would differentiate entrepreneurs
ultimately from small businesses, is that they seem to be individuals who
require some level of independence in the utilization of the resources made
available to them. Also, there are risk barriers, which make them different
from other kinds of small businesses. On that point, size probably does not
matter.
One of the questions that we may address today is whether or not there
are differences, cross border, in the characteristics of an entrepreneur. This is
in many major transactions. In 2005, she was involved in Pernod Ricard's multi-billion-dollar
takeover of Allied Domecq, acting as Canadian counsel to Fortune brands. She has also had a
long time interest in educational issues and as a result has served on the Governing Council of
the Ontario College of Teachers.
1 See JAY KAYNE, KAUFFMAN CENTER FOR ENTREPRENEURIAL LEADERSHIP AT THE EWING
MARION KAUFFMAN FOUNDATION, STATE ENTREPRENEURSHIP POLICIES AND PROGRAMS, at 8
(Nov. 1999), available at
http://www.publicforuminstitute.org/nde/sources/reports/ngastudy.pdf (explaining that
Nebraska and California's rationale for treating entrepreneurs differently from small
businesses in state policies and programs is because "[e]ntrepreneurs have different capital
needs").
2 See id. (explaining Iowa's rationale for treating entrepreneurs and small businesses
differently in state policies and programs is because "[e]ntrepreneurs add value to the
economy and generate a higher rate of return on public investment").
3 See id. (explaining Massachusetts's rationale for treating small businesses and
entrepreneurs differently in state polices and programs, is because "[e]ntrepreneurial
businesses expand rapidly and are more dependent on constantly changing technologies").
4 See id. (explaining New Jersey and Michigan's rationale in treating small businesses and
entrepreneurs differently in state policies and programs is because "[e]ntrepreneurial
businesses have high-growth potential").
5 See id. (explaining Missouri's rationale for treating small businesses and entrepreneurs
differently in government policies and programs is because "[e]ntrepreneurs are cash
importers as a result of selling products and services outside of the state").
6 See id. (explaining North Carolina rationale in treating small businesses and
entrepreneurs differently in state policies and programs is because "[e]ntrepreneurial
companies are defined by revenue growth" and that "[t]heir resource needs differ from small
business in magnitude and kind").
7 See id. (explaining South Dakota's rationale for treating small businesses and
entrepreneurs differently in state policies and programs is because "[e]ntrepreneurs need
greater access to research and development resources").
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something that I am not sure about with regard to the U.S. and Canada, but
certainly, I have observed entrepreneurs during my experience in the U.S.,
and in experiences that our firm has had in emerging economies in Eastern
Europe and other parts of the world.
But as we observed earlier, there are cultural and demographic differences
even within the U.S. regarding the definition of an entrepreneur. I think this
has had an effect on state and federal policy and law addressing entrepreneur
activities. The general question that we perhaps want to raise in the backdrop
is whether governmental intervention is, in particular government policy and
law, effective. Is going beyond Adam's invisible market forces worthwhile?
Should government be involved in policy and law beyond mere
encouragement? In fact, when government gets involved in going beyond
statements, creating policy and programs, does it have the intended effect?
In 1999, during the height of the tech boom on Wall Street, a study was done,
which looked at the state addresses and inaugural speeches in 36 states in the
United States.8 Even at the height of that euphoria with regard to
entrepreneurs and technology companies, only 25 percent of those speeches
and political pronouncements talked about entrepreneurs and expanding
businesses. 9
And in those 36 states the programs that they had were inactive.' 0 The
tech transfer programs or capital programs, R & D programs and work force
development programs, actually proceeded like the Small Business
Administration ("SBA"), I I which we will hear about in this conference.
These were generally broadly based programs, which for me always raised a
question of whether or not policy and law have an effect on entrepreneurial
activity and the development of entrepreneurs.
Here in Ohio, the Department of Development has been involved on and
off over a period of years in tax incentives, specifically identified as drivers
of job creation. 12 Yet, in 2002, when a study was conducted on companies
that were given job creation grants, it was found that for those companies,
there was no net job increase as a result of the investments made by public
8 See id. at 10 (stating the results of a study that surveyed state addresses and inaugural
speeches).
9 See id. at 10 (explaining that in 1999, only 25% of policy statements by state governors
addressed entrepreneurs).
1o See id. at 12 (stating that entrepreneurial development in the states that were surveyed,
received only .71% of the total state fund).
1 See generally SBA Programs, Small Business Administration,
http://www.sba.gov/aboutsba/sbaprograms/index.html (last visited Sept. 24, 2007) (discussing
providing programs and services to help small businesses succeed in the United States).
12 See Ohio Tax Reform, Ohio Department of Development (2006),
http://www.odod.state.oh.us/taxreform.htm (discussing positive impacts of ongoing tax reform
initiatives).
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dollars.' 3 So again, does government intervention, going beyond the invisible
hand, have the effect we want in entrepreneurial activity?
As a counterpoint to those observations about U.S. policy and law, here is
Gail Lilley with the Canadian experience. Gail, does Canada have anything
different, or does it reflect the same?
MS. LILLEY: I just wanted to make two preliminary remarks, one being
that I was fortunate enough to attend Case Western on the Case Western
exchange program a number of years ago, and I think it was a very formative
experience, and I think it is a wonderful program.
The preliminary comment I wanted to make, which I frequently make
when I am speaking to Americans, is that the population of Canada is smaller
than the population of the State of California. 14 So it is difficult to really have
a true comparison of the U.S. and Canada, but I think this statistic is always
important to keep that in mind.
When I started to think about the topic for this morning, I thought I would
find out what our government is saying about entrepreneurship, and the
quotes you see up on the screen are statements that were made by our
Minister of Industry in September of 2006, "Features of the Value of
Entrepreneurship." 15 Those are very strong statements. It is felt all Canadians
want entrepreneurship. It is also a bit of a political statement, by supporting
entrepreneurship through tax relief and red tape relief.
Now, there was a captive audience - speaking to a chamber of commerce
group in Saskatchewan - but it was an important statement, which reflected
13 See generally ZACH SCHILLER, POLICY MATTERS OHIO, WAL-MART SPECIAL: OHIO JOB
TAX CREDITS TO AMERICA'S RICHEST RETAILER (July 2002), available at
http://policymattersohio.org/pdf/wal-mart.pdf (criticizing the effectiveness of Ohio job
creation tax credits).
14 See Population and Dwelling Counts for Canada Provinces and Territories, 2006 & 2001
Censuses, Statistics Canada (2007),
http://www 12.statcan.ca/english/censusO6/data/popdwell/Table.cfm?T= 101 (showing
Canada's population in 2006 was 31,612); California QuickFacts from the US Census Bureau,
U.S. Census Bureau (Aug. 31, 2007), http://quickfacts.census.gov/qfd/states/06000.html
(showing California's estimated population in 2006 was 36,457,549).
15 Maxime Bernier, Minister of Industry, Canada, The Value of Entrepreneurship, Address
Before the Canadian Chamber of Commerce Annual General Meeting (Sept. 17 2006),
available at
http://www.ic.gc.ca/cmb/welcomeic.nsf/cdd9dc973c4bf6bc852564ca006418a0/85256a5d006b
972085257ledOO5baOd5!OpenDocument (describing entrepreneurship as "[...] an outlook on
life. It is the ability to see opportunities in your environment and exploit them to create
something new or make something better"). See also Gail Lilley and Michael Wager,
Creating Entrepreneurship,
http://cusli.org/conferences/annual/presentations/2WAGER Creating-Entrepreneurships-Po
werPointPresentation.PPT (last visited Nov. 7, 2007) ("Entrepreneurship is an outlook on
life. It is the ability to see new opportunities in your environment and exploit them to create
something new or make something better.").
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government and entrepreneurship. I also thought it was interesting to look at
a couple definitions of what an entrepreneur was, and I thought it was
interesting I chose the same definition as Douglas Barber.
That may be a Canadian thing, or perhaps a French bilingual thing, but
that route to undertake something is an interesting basis for this. The
definition on the broader statement of what an entrepreneur is was also made
by the Minister of Industry. 16 It obviously is a statement that goes beyond
small business and what you think of as the individual creating a business for
himself, to a sort of philosophy that can affect big business and large
organizations. I like this definition because of its broader appeal.
So I think what we are going to talk about specifically as this program
progresses, with respect to Canada, is what does our government do to help
entrepreneurs do something? And this goes back to the earlier discussion
about entrepreneurs: Are entrepreneurs born or made?
The early focus we have taken is that they may be born, but they also
have to be helped and supported to be fully functional. So I thought we
would look at four major policy areas in Canada: competition policies, tax
policies, red tape reduction, and financial support.
Now, there are obviously a number of other policy areas that impact on
entrepreneurship. There are immigration policies that encourage successful
entrepreneurs to immigrate, 17 securities policies that broaden exemptions
from registration, 8 and prospectus requirements to promote investments. 19
But as I say, I wanted to concentrate on these four.
MR. WAGER: From a U.S. public policy perspective, one of the
fundamental initiatives that you often see is legislative action with regard to
capital formation.2 ° Obviously, new business requires access to capital, and
one of the issues, particularly in regions like the North, other than Ohio, has
16 Bernier, supra note 15; see also Gail Lilley and Michael Wager, supra note 15.
17 See generally Canada Immigration - Entrepreneur, CanadaVisa.com,
http://www.canadavisa.comlimmigration-canada-entrepreneurs.htm (last visited Oct. 26,
2007) (describing an entrepreneur program that "seeks to attract people with business
experience who have the intention and ability to actively manage a Canadian business that will
positively impact the Canadian economy and create employment opportunities for Canadian
residents.").
18 See, e.g., Securities Rules, New Brunswick Securities Commission, http://www.nbsc-
cvmnb.ca/nbsc/iamscontent.jsp?id=19&pid=0 (last visited Nov. 6, 2007) (stating that for
entrepreneurs there are certain exemptions from registration under New Brunswick securities
law).
19 See e.g. id. (stating that for entrepreneurs there are certain exemptions from prospectus
requirements under New Brunswick securities law).
See generally American Council for Capital Formation, ACCF Mission,
http://www.accf.org/about/index.html (last visited Oct. 26, 2007) (stating that for nearly thirty
years, the American Council for Capital Formation "brought the message to U.S. and
international policymakers, the media and the public that a nation's economic strength and
stability depend on.. .policies to promote capital formation...").
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been that the limited access to capital may be a factor in why entrepreneurial
businesses have not succeeded here.21 But capital, as was stated earlier, is
only one of the elements that creates entrepreneurship. Capital, skilled labor,
technology, infrastructure, and a spectrum of resource availability, if not the
cause, are also important to entrepreneurship.22
But when you look at the capital formation spectrum, how much of that is
important to the creation of entrepreneurship? Earlier there was a discussion
about the roles of angels and smaller capital providers, and certainly here in
Cleveland we do not have that kind of load seed capital that we have seen, at
least today, in other regions of the country. And as a result of that, we have
seen increasing intervention by local not-for-profit or public entities, creating
venture capital pools, 23 and this kind of intervention eases constraint.
. Constraint on access to capital is really one of the issues that is important
in driving or creating entrepreneurship. In Northeastern Ohio, venture
capital, or seed capital, has been created by the actions of the not-for-profit or
foundation community.24 They provide either direct equity or forms of
indirect equity.25
21 See generally INDIAN AND NORTHERN AFFAIRS CANADA, CANADA'S NEW GOVERNMENT
INCREASES ACCESS TO CAPITAL FOR SMALL AND MEDIUM-SIZED BusINESS IN YUKON,
http://www.ainc-inac.gc.calnr/prs/m-a2007/2-2900-eng.asp (last visited Oct. 26, 2007) (stating
the Canadian's government investment in Yukon businesses will help them "overcome
challenges they are faced with because of a limited access to capital.").
22 See generally Mark Drabenstott, Nancy Novack & Bridget Abraham, Main Streets of
Tomorrow: Growing and Financing Rural Entrepreneurs - Conference Summary, Federal
Reserve Bank of Kansas City,
http:/lfindarticles.com/p/articles/mi-qa3699/is_200307/ai n92672061pg_2 (last visited Oct.
26, 2007) ("Ensuring access to capital is another key element of the entrepreneurial
ecosystem," as well as "infrastructure and institutional support.").
23 See generally Background, The Ohio Capital Fund,
http://www.ohiocapitalfund.com/background.asp (last visited Sept. 24, 2007) (discussing the
Ohio VC Statue, created "for the purpose of increasing the amount of private investment
capital available in this state for Ohio-based business enterprises in the seed or early stages of
business development and requiring initial or early stage funding").
24 See generally THE GREATER CLEVELAND PARTNERSHIP, THE GREATER CLEVELAND
VENTURE CAPITAL REPORT 5 (2006),
http://www.gcpartnership.comuploadedFiles/Miscellaneous/2006%2OVenture%2Capita%2
OReport.pdf (describing initial seed investments as "typically $250,000-1 million and
provided by friends & families of the entrepreneur, nonprofit venture development groups, and
grant funding sources").
25 See generally About Case Technology Ventures, Case Technology Ventures,
http://ora.ra.cwru.edu/ctv/html/about.htm (last visited Sept. 30, 2007) (describing how Case
Technology Ventures "invests in its portfolio companies in the form of convertible debt" and
"[i]n the event of a successful external financing, CTV will generally convert its debt to equity
in the company.").
[Vol. 33 No. 11
7
Wager and Lilley: Resolution Provisions; Growth Provisions - Identification of Righ
Published by Case Western Reserve University School of Law Scholarly Commons, 2007
Lilley & Wager-Creating Entrepreneurships
We have had actions by the state government, in the form of county and
local governments involved in microenterprise loans,26 and local guarantees
and bond funds by our port authorities and other county and city creatures. 27 I
am not certain, however, that the policy behind these actions, are drivers of
creating entrepreneurship. For instance, the increased access to capital
generated by the government, the large private equity funds, and the private
equity D.C. firms, have accelerated entrepreneurial activity in no particular
location. Furthermore, there is reliance liquidity, and liquidity restraints are
questionable.
The SBA, from a federal perspective, has been involved in providing
28 29capital to businesses, which they view as socially productive businesses.
But again, is government policy accelerating activity, or is it, in fact, other
resources and other elements that give rise to the creation of entrepreneurial
businesses?
From the tax perspective, it is clear that tax policy does have some effect
on business decision-making. The question is whether or not it has a big
effect on startup and entrepreneurial businesses. Taxes do distort economic
decision-making, and perhaps higher taxes do have some deterrence to
entrepreneurial activity. However, I am not certain that tax policy, as
opposed to tax planning, in creating entrepreneurship is an important part of
the decision-making for creating entrepreneurial businesses.
Among the incentives, the business incentives in the tax codes that have
effect are, of course, tax credits;30 and certainly, they do have some
involvement on the planning going into entrepreneurial businesses. Sales tax
exemptions, particularly for machinery and equipment for certain kinds of
startup businesses31 and tax rates, as I say, do have some effect. I am just not
26 See generally Access to Capital, Economic and Community Development Institute,
http://www.econcdi.org/Capital.htm (last visited Sept. 30, 2007) (describing microenterprise
loan programs offered in Ohio by government and private entities).
27 See generally id. (demonstrating that the City of Columbus and Franklin County provide
"loans to clients who lack conventional collateral").
28 See Investment Division, Success Stories, United States Small Business Administration,
http://www.sba.gov/aboutsba/sbaprograms/inv/INVSUCCESSSTORIES.html (last visited
Sept. 30, 2007) (listing successful companies that have received investment from the United
States Small Business Administration through the Small Business Investment Company).
29 See generally About Us, United States Small Business Administration,
http://www.sba.gov/aboutsba/index.html (last visited Oct. 26, 2007) ("[They] recognize that
small business is critical to our economic recovery and strength, to building America's future,
and to helping the United States compete in today's global marketplace.").
30 See e.g., Business Incentives Tax Credits, State of Ohio Department of Development
(2006), http://www.odod.state.oh.us/EDD/TaxCredit.htm (describing tax exemptions and
credits available to entrepreneurs in Ohio).
31 See Carl Horowitz, New Life for Federal Enterprise Zone Legislation: Seven Lessons
From the States, The Heritage Foundation (1991),
http://www.heritage.org/Research/Regulation/BG833.cfm ("Sales tax exemptions on
8
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certain that in creating an entrepreneurial business that they are an important
part of the decision-making. Certainly, the inheritance death tax part for
more mature businesses and business owners32 is an important part of
planning and is certainly one of the issues that lawyers might speak to when
talking to an entrepreneur. I am not certain that it would have that large of an
effect on the actual creation of entrepreneurial business. There is, in fact,
very little differentiation of the Tax Code between business generally and
entrepreneurs or startup businesses specifically.33
On the regulatory side, there is a much greater cause and effect between
entrepreneurs and what federal and state government does and the effect that
policy and law has on entrepreneurs. In a recent survey, entrepreneurs were
asked what regulatory policies they would like to see or what regulatory
initiative they would like to see from state governments to increase their
levels of activity or support for their activity.34 This is the rank order of the
things they want to see as a response from state government.3 5
First of all, they would like ease of getting through rules or regulatory red
tape, one stop service centers for permitting other regulatory compliance, and
paperwork reduction. 36 Essentially, they wanted government out of the way.
The rank also showed utilities deregulation, securities regulation, and the
cost and the time to get business started.3 7
Entrepreneurs by their very essence are market disruptive forces.38
Therefore, they are free market risk takers and they view regulation
accordingly. So I think as obstacles and status quo businesses, the ones that
are being challenged by entrepreneurial differences are relying upon public
policy, and they are lobbying for public policy and law to preserve their
competitive position threatened by entrepreneurs.
equipment purchases .. .have been the most successful forms of relief used by states to
encourage business formation and job creation, particularly in small firms").
32 26 U.S.C. § 2001 (2006).
33 See e.g., Business Incentives Tax Credits, supra note 30 (showing only the Ohio Job
Retention Tax Credit and the Technology Investment Tax Credit are awarded based on
number of employees or value of the business.).
34 Cf KAYNE, supra note 1, at 18-19 (providing a survey of states on what state actions
have been taken to assist entrepreneurs).
35 Cf id.
36 Cf. id. (listing that one-stop service centers, regulatory reforms, regulatory and
paperwork reductions are state policies that support entrepreneurs).
7 Cf id. (listing that utilities deregulation and establishing processing deadlines are state
policies that support entrepreneurs).
38 See generally RUSSELL SOBEL, ENTREPRENEURSHIP, at 2
http://www.be.wvu.edu/divecon/econ/sobelUEntr/Papers/FortuneEncyc.pdf (last visited Oct.
26, 2007) (stating that under the economist Joseph Schumpter perspective of entrepreneurship,
the "entrepreneur is a disruptive force in an economy.").
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The specific areas of law and regulation that provide some of the larger
obstacles are labor law policy, minimum wage, unemployment, and
insurance workers' compensation.39 Immigration policy, particularly now in
the technology world where some of the more skilled personnel are not in the
U.S., or perhaps in Canada, needs regulatory reform, 40 and as I said, to a
lesser degree, utility deregulation. And this is why it is not immediately
apparent, because the capital raising under the U.S. and Canadian regimes
include the issuance of securities.
MS. LILLEY: Before I talk a little more about the various policies to you,
it would be interesting to see what people think about how Canada compares,
and the first statement from the conference board report was actually referred
to by Sheridan Scott, The Canadian Commissioner of Competition, in a
speech that, not surprisingly, she also gave to a chamber of commerce
group.4' I will talk about this negative response later on.
Even though Canada is lagging behind in productivity, and certainly
lagging well behind U.S. productivity,42 1 found a very interesting statement
on an industry website about Canada being the most cost effective location to
conduct sophisticated information computer technology research,43 for three
reasons: tax incentives, investments in R & D infrastructure, and the lowest
rate of cost in the G-7.44
And the interesting thing about those low labor costs is that salaries of
both scientists and technicians, which are obviously the largest labor cost
39 See generally Naomi Lopez, Barriers to Entrepreneurship: How Government
Undermines Economic Opportunity, INSTITUTE FOR POLICY INNOVATION (1999),
http://www.ipi.org/ipi%5CIPIPublications.nsf/PublicationLookupFullTextPDF/5B85FADDF
A72B382862567E300806F40/$File/Barriers149.pdf?OpenElement (describing the barriers to
entrepreneurship created by the government).
40 See generally Press Release, Electronic Industries Alliance, Beyond the Jobs vs. Trade
Debate: EIA Unveils Policy Playbook on Innovation (May 5, 2004) available at
http://www.eia.org/news/pressreleases/2004-05-05.153.phtml (on file with author) (stating that
the United States visa and immigration policy will influence the future of the United States
high-tech innovation economy).
41 SHERIDAN SCOTr, COMMISSIONER OF COMPETITION, CANADA, REMARKS TO RABOBANK
GROUP (Apr. 5, 2006), available at
http://www.competitionbureau.gc.ca/PDFs/Rabobankspeech e-modl .pdf.
2 See generally Canada/United States Perspective, Industry Canada,
http://www.ic.gc.calepic/site/dsib-logi.nsf/en/hpjOO163e.html (last visited Oct. 26, 2007)
(stating that in key performance indicators, Canada is not as efficient in productivity and
competitiveness as the United States).
" INDUSTRY CANADA, CANADA'S R&D LEADERSHIP IN INFORMATION & COMMUNICATIONS
TECHNOLOGIES
SIGNIFICANTLY LOWER R&D COSTS (June 10, 2005), http://strategis.ic.gc.ca/epic/site/ict-
tic.nsf/en/it07292e.html.
44 Id.
10
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component, are the lowest.45 I found a lot of surprising statistics when I
started to research this program. So let us talk about Canadian competition
policies.
This is a relatively recent speech that Sheridan Scott gave in April of
2006 in which it was stated that one of the ways to ensure that small and
medium-sized enterprises have an equitable opportunity to participate in the
Canadian economy is innovation as the crucial ingredient for economic
success.46 This statement is key here, because we are seeing that different
people coming at this problem from different perspectives are all sort of
focusing in on innovation.
The thrust of her speech was that the mission of the Chamber of
Commerce and the mission of the Competition Bureau were similar,47 but not
having attended the speech, I don't know how successful she was in
convincing them of that. I think it was interesting from your point, Michael,
the importance of tax policy, because I think in Canada that tax policy is a
very important driver for entrepreneurial activity.
There are three prongs to that. They want to reduce the tax burden for
small business. 48 They want to create incentives for research and
development, 49 and they want to create incentives for investment in small
business.5 0 Now, the importance of tax policy in Canada may be tied to the
relatively high tax rates that Canadians pay and the desire to reduce taxes
whenever possible. I thought I would see what Finance had to say about this
on their website. The statement about entrepreneurs and small business
"being a key source of jobs," is again a continuing government theme; that
statement was made in August of 2003.51
45 Id.
46 ScoTr, supra note 41, see also Gail Lilley and Michael Wager, supra note 17.
47 ScoTr, supra note 41.
48 See Promoting Entrepreneurship and Small Business, Department of Finance Canada
(2003), http://www.fin.gc.ca/toce/2003/entrepreneur-e.html ("Government is strengthening
support" for entrepreneurs and small businesses "by reducing taxes on small business income
and capital gains").
49 See generally Scientific Research and Experimental Development Program, Canada
Revenue Agency (2007),
http://canadabusiness.gc.ca/servlet/ContentServer?pagename=CBSCON%2Fdisplay&lang=e
n&cid= 1097152945354&c=Finance ("The Scientific Research and Experimental
Development (SR&ED) program is a federal tax incentive program to encourage Canadian
businesses of all sizes and in all sectors to conduct research and development (R&D) in
Canada...").
50 See Promoting Entrepreneurship, supra note 48, (explaining that the Canadian
government introduced a number of tax measures to promote investment and entrepreneurship
in Canada).
51 See id. ("Entrepreneurs and small businesses are a key source of jobs and economic
growth in Canada).
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And after that time, there were some improvements in the tax burden for
small businesses, the rates being lowered in certain circumstances, 52 and the
amount of qualifying income for lower rates was raised.53 But I thought it
was interesting, these two examples from our recent March 9, 2007 budget,
they really fell more in the red tape reduction and lowering the compliance
burden.
54
These seem like small contributions to these broad statements that they
want to support small business, but what they are really doing? They are
really lowering filing requirements. It is hard to see how that is going to kick
start much economic activity.
Those of you from Canada may be familiar with the Fraser Institute and
the Fraser Institute's publications. 55 I thought it was interesting that they
came out quite strongly in one of their publications that these preferential tax
rates for small businesses can actually act as a deterrent to growth and
expansion, because the jump in tax rates is so significant when they pass the
threshold of the eligible income.56
There were some interesting statistics in an article that in British
Columbia and Ontario, which had the lowest incremental increase, the rates
doubled, and in New Brunswick the actual increase was about 143 percent.
57
So you can see that this is probably a deterrent to expansion. And certainly,
when you are looking at buying a small Canadian business or a Canadian
controlled corporation, increased tax rates and reduced access to certain tax
credit programs is something that people take into account in their economic
52 See generally Building on the Five-Year Reduction Plan, Department of Finance Canada
(2003), http://www.fin.gc.ca/budget03/bp/bpa2e.htm (showing that in year 2004, there was 30
billion dollars in tax relief in Canada) [hereinafter Reduction Plan]; see generally Budget
Information, Department of Finance Canada (2007),
http://www.fin.gc.ca/access/budinfoe.html (Federal Budgets and Budget Speeches from 1995
to 2007 illustrating changing tax burden for small business).
53 See generally Reduction Plan, supra note 52 (explaining that Canada had improvements
in the tax burden for small businesses because the amount of qualifying income for lower rates
was raised).
54 See Gail Lilley and Michael Wager, supra note 15.
55 The Fraser Institute: Competitive Market Solutions for Public Policy Problems,
http://www.fraserinstitute.org/, (last visited Oct. 29, 2007) (The Fraser Institute is a non-profit
research group that "measures and studies the impact of competitive markets and government
interventions on individuals and society.")
56 See Jason Clemens & Niels Vedhuis, Growing Small Businesses in Canada: Removing
the Tax Barrier, The Fraser Institute (2005), available at
http://www.fraserinstitute.org/comnerce.web/publication-details.aspx?publD=3113 (stating
that large increases in business income-tax rates are "strong disincentives for growth and
expansion").
7 See id. (stating that the largest increase in business tax rates were in New Brunswick,
where "the statutory rate jumps 142.9%")
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modeling, when trying to decide how profitable the business will be on a
go-forward basis.
Also, not surprisingly, the solution for that problem proposed in the
publication was to reduce all business tax rates and then to aggressively
58increase the eligible income for small business rates, which is very
consistent with the themes of the Fraser Institute.
One of the programs that had a lot of success in Canada for promoting
investment in small businesses were our labor sponsored investment funds,
and they began in the late 1990s. 59 These funds had to be sponsored by a
trade union or a similar work organization, 60 and they provided significant
tax benefits to investors. 6' Even though the investments were relatively small
dollar values, the tax benefits for those investments were quite a bit.
62
Now, I thought it was quite staggering that these funds, which were
estimated to account for up to 40 percent of all venture capital raised in
Canada,63 had poor returns. 64 Many are microbusinesses. They are high
risk,65 and one out of a thousand brings success.66
58 See id. ("The optimal solution is to reduce the general business income-rate while
aggressively increasing the small business income eligibility").
59 See generally The Venture Capital Industry in Canada, J. OF SMALL Bus. MGMT., at 4-5
(1997), available at http://www.allbusiness.com/business-finance/equity-funding-private-
equity/623199-1.html ("The labor-sponsored funds (LBFs)... provide the greatest proportion
of money invested by the Canadian venture capital industry, largely because of generous tax
incentives.").
60 See generally id. at 5 (explaining how the Canadian Federation of Labour sponsors
Working Ventures - an active type of labor-sponsored fund).
61 See generally id. (explaining that labor-sponsored investment funds provide "generous
tax incentives").
62 See generally id. (describing one labor-sponsored fund, which was started in 1990 and
received "$15 million in seed financing from the federal government," and raised "the rest
from individuals who received tax credit of up to 40 percent of the contribution amount.").
63 See Labour-Sponsored Investment Funds, CBC NEWS (2005),
http://www.cbc.ca/news/background/personalfinance/labourinvestmentfunds.html ("By some
estimates, labour-sponsored investment funds account for up to 40 per cent of all the venture
ca~tal raised in Canada").
See id. ("[P]oor returns have led many financial planners to stop recommending" labour-
sponsored investments to their clients).
65 See generally CANADIAN LABOUR AND BUSINESS CENTRE, THE ROLE AND PERFORMANCE
OF LABOUR-SPONSORED INVESTMENT FUNDS IN THE CANADIAN ECONOMY: AN INSTITUTIONAL
PROFILE, http://www.clbc.ca/Research-and-Reports/Archive/archive12169501.asp ("Labour-
sponsored fund tend to emphasize capital appreciation for shareholders as an overriding aim
by which other social and economic goals are made possible. CLMPC research concludes that
fund rates of returns must be considered in the context of venture capital investing which is
Ion-term and high risk in nature.").
See generally Labour-Sponsored Investment Funds: FAQs, CBC NEWS, June 13, 2005
http://www.cbc.ca/news/background/personalfinance/labourinvestmentfunds.html ("For most
LSIFs, the returns have been, shall we say, less than spectacular").
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The best success story is the early research in motion, our RIM, as we all
know it.67 Successful as this program has been, the program has been phased
out over time.68 The stated reason is that there has been such a proliferation
of funds, that it is hard for funds to raise significant capital to make them
meaningful to an investor and that some of the existing funds are too
meaningful to investors. I think this is an example of, certainly in Canada,
69how tax incentives create capital for small businesses.
The last tax policy is research and development credits. It is interesting
that on the Canada website, there is a government statement which says that
"innovation policy for the past 30 years" has been to "rely extensively on tax
incentives to promote R & D;, 70 and this has been quite a successful
program. It is a combination of programs at the federal level and the
provincial level, providing tax deductions, accelerated write offs, and tax
credits.71
So, in the best circumstances, the after-tax cost can be less than 44 cents
on the dollar,72 which is a very good incentive program overall. And again,
Canadian small businesses receive the greatest business, so when they are
being acquired by a foreign purchaser, you do have to take into account that
you no longer will be entitled to those generous rates.
The last sort of policy initiative I would like to discuss is the government
financial support for small business. There are many programs at various
levels of government, but I just choose a program at random. The Canada
Small Business Financing Program is a program that allows qualifying small
businesses, which apply for a loan at a financial institution, to have the
benefit of a government guarantee.73
67 See generally Research In Motion Limited, Innovation in Canada (2003),
http://www.innovationstrategy.gc.ca/gollinnovationsite.nsf/en/in04212.html ("Research In
Motion Limited (RIM) is a leading designer, manufacturer and marketer of innovative
wireless solutions for the worldwide mobile communications market").
68 See generally Eric Reguly, RIM on Edge of Big Global Growth Story, THE GLOBE AND
MAtL, at B2 ("RIM stumbled in the fourth quarter, when the number of new subscribers came
in about 100,000 below the company's forecast.").
69 But see id. (explaining that the "barrage of stories about the potential shutdown of
RIM's U.S. service can probably take the blame for the slowdown (which only represents
about two weeks' worth of new subscribers). Rising competition, notably from Palm's Treo,
can take some of the blame, but only some.").
70 See generally Canada's R&D Leadership in Information & Communications
Technologies Significantly Lower R&D Costs, Industry Canada (2005),
http://strategis.ic.gc.ca/epic/site/ict-tic.nsf/en/it07292e.html ("It has been Canada's innovation
policy for the past 30 years to rely extensively on tax incentives to promote R&D").
71 See id. ("One of the principal forces behind Canada's success in attracting companies to
perform Research and Development is a core tax incentive program").
72 See id. ("The net after-tax cost of R&D expenditures can be less than 0.44 cents for each
dollar spent").
73 See generally Canada Small Business Financing Program, Industry Canada (2005),
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They obtain the loan from the financial institution.74 The federal
government will reimburse 85 percent of the lender's losses in the event of a
default.75 Now, that sounds like a good program. There are apparently 1,500
participating financial institutions with 15,000 branches across Canada.76 The
maximum amount that can be borrowed is $250,000. 77 The funds have to be
used to purchase real estate, equipment, or leasehold improvements.78 There
are restrictions on what you can use the funds for, and you still have to meet
the basic lender criteria for obtaining that money. 79 These hurdles may make
the program relatively inaccessible to many small businesses.
MR. WAGER: With all that as a preface, the notion of creating an
entrepreneurial business starts, at least as a legal matter, with a choice of
entity. Choosing an entity is not a simple choice, but it can be reduced to
certain determinants. For instance, some determinants in choosing an entity
are the capital structure, risk management or limiting liability, taxation, and
management and control issues.
We have talked about some policy and law behind that. In capital
structure, it is a balancing of the differing objectives of the investor, and for
the entrepreneur or the founder, these differing objectives would include time
horizons. Most professional investors, on the day they are making that
investment, are also thinking of their exit and certain rates of return.
Entrepreneurs, although certainly sensitive to the notion of creating
wealth, also have a different feel for the business they are creating. Likewise,
as we discussed earlier, the types of capital that go into entrepreneurial
businesses from the perspective of the professional investor are different
from that retained by the founder.80 This is the question of common equity
http://strategis.ic.gc.ca/epic/site/csbfp-pfpec.nsf/en/Home ("The Canada Small Business
Financing Program seeks to increase the availability of loans... by encouraging financial
institutions to make their financing available to small businesses").
74 See id. (explaining that the Canada Small Business Financing program encourages
"financial institutions to make their financing available to small businesses").
71 See id.
76 See generally Canada Small Business Financing Program, Industry Canada (2005),
http://strategis.ic.gc.ca/epic/site/csbfp-pfpec.nsf/en/laOO054e.html.
7 See id.
78 See Canada Small Business Financing Program, Industry Canada (2005),
http://strategis.ic.gc.ca/epic/site/csbfp-pfpec.nsf/enla0023 1e.html ("The services of an
appraiser member of any professional association must be used for the purchase of real estate,
improvements to real estate and leasehold improvements, there are no exceptions").
9 See generally Canada Small Business Financing Program, Industry Canada (2005),
http://strategis.ic.gc.calepic/site/csbfp-pfpec.nsf/enlaO0054e.html, supra note 78 (explaining
the lender's responsibilities under the program).
80 See generally Tuck School of Business at Dartmouth, Center for Private Equity and
Entrepreneurship, Private Equity Glossary,
http://mba.tuck.dartmouth.edu/pecenter/resources/glossary.html#convertablepreferredstock
(discussing the difference between common stock and preferred stock, in which common
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versus preferred equity or subordinated debt. Most preferred equity that is
subordinated debt usually has convertibility features. 8  Everybody is
essentially being valued on what the value is of common equity.
Management and control issues, are driven by the kind of business, the
kinds of investors - professional investors - involved, and the stage of the
business - early stage, mid stage, late stage.82 As discussed earlier, the
taxation policy is a driving force, but in this circumstance, it is the type of
entity and the way taxation applies to that entity. Are our earnings going to
be retained at least under U.S. law in the C Corporation 83 because of lower
levels of taxation and earnings will be retained for future growth?
So the U.S. forms of organization are the sole proprietorship, which is not
a legal entity but, in fact, an individual who does his business as an
individual.84 The sole proprietor has a relationship with the government
85 86primarily by contract, if at all, and risk managed by insurance, if at all. It
is not a recommended form of doing business, as you might imagine.
A joint venture is not a form of partnership, corporation, or limited
liability company, but rather a contractual relationship between parties that is
stock is held by "founders, management and employees," and preferred stock is held by
investors.).
81 See generally id. (stating that convertible preferred stock "gives an owner the right to
convert to common shares of stock. Usually, preferred stock has certain rights that common
stock doesn't have, such as decision-making management control, a promised return on
investment (dividend), or senior priority in receiving proceeds from a sale or liquidation of the
company. Typically, convertible preferred stock automatically converts to common stock if
the company makes an initial public offering (IPO). Convertible preferred is the most common
tool for private equity funds to invest in companies.").
82 See generally Rebecca Buckman, Venture Capitalists Mentor Their Fledglings, THE
WALL ST. J., March 14, 2006, available at
http://www.kodiakvp.comkodiak/news/?article=03 14 2006&id=06062818329991.php
(discussing that more venture capital investors are "trying to foster better management
practices" in start-up companies.).
83 See generally Invest in Canada: Selecting a Business Structure, Government of Canada
http://www.investincanada.com/en/809/Selecting-a-BusinessStructure.html#corporation
(last visited on Oct. 26, 2007) (describing the different entity structure available in Canada for
businesses) [hereinafter Selecting a Business Structure].
84 See generally Sole Proprietorship Basics, http://smallbusiness.findlaw.com/business-
structures/sole-proprietorship/sole-proprietorship-basics.html (last visited Oct. 4, 2007)
(explaining that a sole proprietorship is a "one-person business").
8 See generally Craig Miller, Revised Ohio Campaign Finance Law, World Services
Group, (2007)
http://www.worldservicesgroup.com/publications.asp?action=article&artid=2049
(demonstrating that sole proprietorships can contract with the government).
86 See generally Sole Propietorships... Business Simplicity, LifelnsuranceHub.net (2005),
http://www.lifeinsurancehub.net/soleproprietorships.html (explaining the need for insurance
because in a sole-proprietorship "everything the proprietor and his family own is at risk").
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generally employed by corporations who are using contracts to do business
with other corporations.87
The forms that are generally suggested or considered for the entrepreneurs
are the limited partnership,88 which is less likely to be used these days
because of the regulations of the general partner, or the S Corp.89 Oftentimes
the decision does come down to a C Corp., which would be used for the
efficiency of lower tax rates on retained earnings, or the LLC, which is the
standard, because of pass-through taxable elements. 9°
From the Canadian perspective, I suspect it is similar, but there may, in
fact, be some differentiation.
MS. LILLEY: Well, as you expected, the determinants for entity choice
are quite similar in Canada.91 The forms of organization are similar, but there
are some differences, and I want to talk about three entities: LLCs, unlimited
liability companies, and franchising. LLCs, I know, are very popular in the
U.S, but they have proven to be a bit of a conundrum for cross border use
because, to date, they have not been entitled to the benefits of the
Canada-U.S. tax treaty, which is a problem.
92
In the March 19th budget, the Minister of Finance in Canada announced
that the Canadian and U.S. treaty representatives had agreed in principal on
major elements of an updated tax treaty.93 One of the elements of the treaty,
87 See generally, Joint Ventures, Encyclopedia of Small Business,
http://www.enotes.con/small-business-encyclopedia/joint-ventures (last visited Sept. 26,
2007) (explaining that joint ventures use contracts to conduct business).
88 See generally ELMER R. KIEHL & BRUCE W. MARION, THE USE OF PUBLIC LIMITED
PARTNERSHIP FINANCING IN AGRICULTURE FOR INCOME TAX SHELTER, NORTH CENTRAL
REGIONAL PROJECT 21, available at http://www.aae.wisc.edu/fsrg/publications/monol(2).pdf
(last visited Oct. 1, 2007) ("The limited partnership has been seized upon by these
entrepreneurs as an opportunity to achieve rapid growth"); but see Michael Spadaccini, The
Legal Ins and Outs of Forming a Partnership, ENTREPRENEUR.COM,
http://www.entrepreneur.com/startingabusiness/startupbasicsbusinessstructure/article77980.ht
ml (last visited Oct. 1, 2007) ("Limited partnerships have fallen out of favor recently because
of the rise of the limited liability company").
89 See generally Spadaccini, supra note 88.
90 See generally Why More Business Owners Choose LLCs, LLC.cOM,
http://www.llc.com/LLCBenefits.html (last visited Oct. 4, 2007) (explaining that one of the
advantages of an LLC is the "pass through taxation"); see also 26 C.F.R. § 301.7701-2 (2007)
(creating standards to determine the tax classification of a business organization).
91 See generally Selecting a Business Structure, supra note 83 (describing the different
entity structure available in Canada for businesses).
92 See generally Allan R. Lanthier, Treaty Benefits for LLCs?, CANADIAN TAX
FOUNDATION (1999), available at http://www.cf ca/articlesINews.asp?articleID=968 (stating
that using United States LLCs for investment into Canada "has been hampered by the lack of
treaty protection"); see also Paul L. Barnicke & Phyllis R. Roy, Treaties and Transparencies,
CANADIAN TAX FOUNDATION (2006) ("If similar changes are made to the Canada-US treaty, it
is widely anticipated that Canada will extend treaty benefits to passthrough LLCs").
93 See generally ERNST & YOUNG, TAX ALERT, FIFTH PROTOCOL TO CANADA-U.S. TREATY,
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which was announced, was the extension of treaty benefits to limited liability
companies.94 This is very helpful because many people want to hold their
Canadian affiliate through an LLC. But that is a bit down the road.
The treaty has to be finalized and has to be approved by the Canadian
government, and as I understand, the United States Congress as well. 95 I
believe that January of 2008 is a very aggressive and optimistic time frame
for passage, but at least we, in Canada, have come to grips with LLCs.
I am just going to touch briefly on franchising, and then I will come back
to the unlimited liability company. Franchising is not, obviously, a form of
entity, but it is very popular in Canada,96 and I think it is also fairly popular
in the U.S.
I always think of it as a bit of a hybrid entrepreneurial model, and I
thought it was interesting that the Canadian Franchise Association website
has a statement on it that says that "[i]f you would like to be in business for
yourself but not by yourself, then franchising may be right for you., 97 This is
an interesting concept because the key is the innovation and the idea, because
pretty much everything else is delivered to the franchisee, and the franchisee
can be in business for him or herself. I think you cannot overlook franchising
when talking about entrepreneurs.
Unlimited liability companies, is a bit of an entrepreneurial tail in itself.
When U.S. tax law changed and it introduced the check-the-box rule,98 U.S.
tax professionals stumbled on an old part of the Nova Scotia Company's Act
http://www.ey.comGlobal/assets.nsf/Canada/TaxAlert_2007_No_ 1l/$file/TaxAlert2007Nol
1.pdf (last visited Oct. 26, 2007) (describing the principal elements of the Canada-U.S. Tax
Treaty).
94 See Grant Thornton, Transfer Pricing Update North America (2007),
http://www.grantthornton.com/portal/site/gtcom/menuitem.8f5399f6096d695263012d2863384
1 ca/?vgnextoid=ffd28971 d74b211OVgnVCM 1000003a8314acRCRD&vgnextfmt=default
("The federal budget of March 19, 2007, included several international tax measures,
including.., extension of treaty benefits to U.S. limited liability companies").
95 See generally id. ("Budget proposals that relate to changes to Canadian domestic tax law
will become effective following ratification by Parliament. The proposals relating to changes
in the Canada-U.S. Income Tax Convention will become effective once agreed between the
Canadian and U.S. negotiators and accepted by the respective governments and legislatively
endorsed.").
96 See generally Susan Ward, Franchising your Small Business,
http://sbinfocanada.about.com/od/franchiseinfo/a/franchisingbiz.htm (last visited Sept. 25,
2007) (describing that franchising is a very popular choice for people who want to start
businesses).
97 Making the Right Choice, Canadian Franchise Association (2007),
htte://www.cfa.ca/Page.aspx?URL=MakingTheRightChoice.html.
8 See generally Debra Moses, NSULCs: Made in Nova Scotia,
http://www.camagazine.com/6/0/3/2/indexl.shtm (last visited Sept. 25, 2007) ("[T]he 'check-
the-box' rules... permit a Canadian corporation, formed under federal or provincial law and
whose members have unlimited liability, to be treated as a flow-through entity for US tax
purposes.").
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that permitted the incorporation of a company where the liability of the
members was unlimited. 99 During the dissolution of an unlimited liability
company, if the assets of the company were not sufficient to satisfy the
creditors, the shareholders had unlimited liability, which is the exact opposite
of where you think you would want to be, but this type of legal entity proved
to be very attractive to U.S. investors.100 It is taxed as a corporation in
Canada, l0 so you do not have to worry about all sorts of other cross border
complication issues. The unlimited liability company also has a flow-through
treatment in the U.S. 10 2 So, there was a huge stampede to incorporate these
Nova Scotia unlimited liability companies.
The Nova Scotia government thought this was a wonderful opportunity,
and increased the incorporation fee to $6,000 Canadian, 10 3 which, anyone
who is in practice would know, is way out of proportion to any other fee like
that. Likewise, Alberta, which of course, is one of our most entrepreneurial
provinces, saw the exodus of corporations to Nova Scotia and amended their
corporation statute in the last year or two to permit the liability of
shareholders to be unlimited. I n Now, of course, there has been a bit of a
flow-back of corporations to Alberta, 10 5 and just last week we received a
99 See generally id. ("[T]he Nova Scotia Companies Act is the only Canadian law that
allows for incorporation by members having unlimited liability").
1oo See generally TAX EFFICIENT INVESTING IN CANADA: DISPELLING THE MYTHS, TAX
BULLETIN, MCMILLAN BINCH LLP (2004), available at
http://www.mcmbm.com/Upload/Publication/Tax-Efficient%2OInvesting%200704.pdf
(explaining that Special hybrid entities that can be formed in Canada, such as the Nova Scotia
unlimited liability company is popular with foreign investing by affording a "flow through"
status for the purposes of the domestic tax rules allowing non-,esident investors to consolidate
foreign and domestic profits and losses and thereby reduce the cumulative rate of tax imposed
on the corporate group).
101 See Moses, supra note 98 (stating that Nova Scotia unlimited liability companies are
"regarded as a true corporation," which allows for tax benefits for these companies).
10 See id. (stating that Canadian corporations, whose members have unlimited liability are
"treated as a flow-through entity for US tax purposes").
103 See Miller Thomson LLP, Doing Business in Canada,
http://www.millerthomson.conm/mtweb.nsf/web-files/nmis6dnkad/$file/DBIC-FullBook- emai
l.pdf? (last visited Sept. 25, 2007) ("The Nova Scotia government currently charges CDN
$6,000 to establish a NSULC [Nova Scotia unlimited liability company]...").
104 See Cassels Brock Lawyers, Business Reorganization Group e-COMMUNIQUt (2007),
available at http://casselsbrock.conpublicationdetail.asp?aid=1380&pid= ("Alberta recently
made provision for ULCs, a corporation where all liabilities flow through to shareholders and
are not caught within the corporation itself').
105 See generally Robert Omura, The Alberta Unlimited Liability Corporation, Canon &
Partners,
http://www.matrimoniallaw.ca/Practices/Corporate -Commercia/Artices/The%20Aberta%20
Unlimited%20Liability%2OCorporation%20(Jan%203%202006).htm (last visited Oct. 28,
2007) (stating that the amendments to the Alberta Business Corporations Act will make
"Alberta more attractive to foreign investors and business.").
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notification that the Nova Scotia corporation fee has been reduced to a
thousand dollars' °6 from a law firm in Nova Scotia we do business with. I
think that is a nice little entrepreneurial story.
MR. WAGER: One additional thing - oftentimes there is a default to the
LLC as the choice of entity for entrepreneurs because of its pass-through
quality. °7 There is a downside to this, and this is a cautionary tale, that I
observed firsthand, of a company that was capitalized through traditional
professional investor capital and the common equity of the founder together
with equity. The concept was attractive, and there was some traditional bank
financing from GE Capital. This company was organized as an LLC, which
was a bit unusual.
In the early years, there was expected to be losses, and those losses, of
course, were enjoyed by the investors. Unfortunately, the business model did
not evolve as expected by the entrepreneur and the funder, and there was a
necessity to recapitalize and restructure the company, including a settlement
of the senior debt.
Consequently, since this was a pass-through entity, which had seemed
attractive at the outset, you had forgiveness of debt income, which flowed
through as phantom income to the founder and the investors for the reduction
of debt. This was something that was never anticipated at the outset and
certainly not from the lenders. If this had been a C Corp., it would not have
flowed through to the investor.
So oftentimes the LLC, which is almost a default standard for organizing
startup entrepreneurial businesses, does have this feature, but again, there
was something extraordinary about this where you had traditional senior debt
financing at the outset.
Also, as part of the program elements that we were to cover today was an
allocating list involving disputes between founders and funders in creating an
entrepreneurial business. This is a relatively well-worn path on the terms and
conditions of contracts, that is, the equity purchase or debt purchase
agreements between an entrepreneur and its professional capital providers
and are fairly well interested from contracting. The provisions of
performance by the founder and funder depend on the circumstances, but in
general, the funders are providing capital over a period of time at the outset,
106 See Stewart McKelvey, Nova Scotia Incorporation,
http:lwww.smss.conenlhomelcorporateserviceslserviceslnovascotia.aspx (last visited Sept.
25, 2007) (stating the price to incorporate for an unlimited company is $1,000).
107 See generally LLC Overview, INCNOW: Agents and Corporations, Inc.,
http://www.incnow.com/about-Ilcs.shtml (last visited Oct. 28, 2007) ("A common reason a
business might choose to become an LLC is because of an LLC's tax classification flexibility
- A new LLC incurring losses or owning capital appreciation assets like real estate operates as
a sole proprietorship or partnership so that losses and capital gains pass through to the
owners.").
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according to the terms and conditions that are negotiated pursuant to the
needs of the business. 0 8 The founder, or the entrepreneur, has certain
performance obligations with regard to the growth of the business. However,
failure to live up to either founder or funder obligations can give rise to
breach. 0 9 These issues were generally dealt with under a relatively standard
indemnification provision in the security purchase agreements; these
indemnification provisions are generally the basis of the relationship between
founders and funders." 0 The scope of the indemnity is rather basic. The
limitations on indemnity can be negotiated and oftentimes are.' From the
entrepreneur's perspective, the important aspect is to understand how dispute
resolution is undertaken.
Entrepreneurs do not enter into relationships with funders expecting a
dispute. In effect, they do arise, and from the perspective of an entrepreneur,
arbitration is advisable as opposed to litigation, which is an expense. The
determination issues between founders and funders, again, are usually a
negotiated item.
At the point in time when businesses get in trouble, professional investors
want control and the opportunity to change management. In some cases they
take advantage of the opportunity to claw back or take control of the equity.
This terminates the relationship between the investor and the entrepreneur.
Finally, before we get to questions, we come back to the chicken and egg
issue we began this discussion with: Do entrepreneurs attract capital, or is it a
multi-directional process, and does the process change across borders? The
effects of policy and law on an entrepreneur's growing business are not
clearly understood. However, capital alone does not do it, and a spectrum of
resources are necessary.
108 See generally Angel Groups Provide Funding Option for Business Start-Ups; Focus on
Venture Capital an Achilles Heel for Entrepreneurs, says Angel Capital Association, Bus.
WIRE, Sept. 8, 2004, available at
http://findarticles.comi/p/articles/mi-mOEIN/is_2004_Sept-8/ai-n6185522 ("Angel investment
groups... are emerging as an attractive seed-stage funding alternative for start-up
companies...").
1o9 See generally Suing for Breach of Contract, AllBusiness,
http://www.allbusiness.com/legal/litigation/4141-I.html (last visited Oct. 27, 2007)
(describing contractual obligations and how they can give rise to breach).
110 See generally Legal Information for Entrepreneurs, Gaebler Ventures,
http://www.gaebler.com/Understanding-Indemnification.htm (last visited Oct. 28, 2007)
(stating that entrepreneurs should understand indemnification, which is a "contractual promise
in which one party agrees to protect another party from financial loss.").
1 See generally Ken Clingen, An Overview of the Business Acquisition Agreement, DCBA
BRIEF, http://www.dcba.org/brief/janissue/2007/art20l07.htm (last visited Oct. 28, 2007)
("The parties often negotiate the indemnification provision's duration, any basket or
deductible on indemnifiable claims, and the ceiling or cap on damages recoverable from the
indemnifying party.").
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I came across an article that was in the American Agricultural Economic
Association Journal in 1988, which does answer the fundamental question,
and according to this article, they concluded that the egg came first.' 
1 2
With that, I turn to Gail to see if you have any concluding remarks as
well.
MS. LILLEY: To respond to Michael's discussion about structuring the
allocation of rights and obligations, I had a client early in practice who was a
strategic buyer who made serial acquisitions. The client said that I should
always keep in mind the KIS principal, which, I think everyone knows, is:
Keep it simple. I thought this would help rationalize some of the complex
things that we were discussing earlier.
So, we have the founder with the idea and we have the funder with the
capital, and they have three common goals: they want to protect the idea,
they want to create a tax efficient structure in which to carry on the business,
and they want to have a simple operating model, which I think is important.
Small businesses have very few resources and they have few executives. It is
difficult for small businesses to thrive, when you have a complex operating
model. I think one reason for this difficulty, sometimes, there are significant
tensions between the founder and the funders. Founders really want to keep
their ideas, whether it is a product or a service, if the business is not
successful. Not surprisingly, funders are fairly unhappy with this notion
because they paid to invest in the idea and they really do not want to see the
founder run off with the idea if the business fails. Everyone wants to limit his
or her risk as much as possible and everyone wants to retain as much as
possible if the business is a success. Sometimes lawyers do not do small
business people any favors when they are trying to structure these
arrangements, because it takes a long time to sort out these arrangements,
and the business operator takes his eye off the ball. The lawyer devotes a lot
of his energy and attention to trying to settle these documents. I have seen
circumstances where businesses have floundered immediately after the
investment because of people not sticking to their commitment. I just think
that has to be something that has to be kept in mind from a process point of
view.
112 Walter N. Thurman & Mark E. Fisher, Chickens, Eggs, and Causality, or Which Came
First, 70 AM. J. OF AGRIC. ECON. 237, 238 (1988), available at
http://inks.jstor.org/sici?sici=0002-
9092%28198805%2970%3A2%3C237%3ACEACOW%3E2.0.CO%3B2-1.
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